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SUBJECT: Taxpayers’ Bill O Rights O 1999

SUMVARY OF BILL

This bill would conform wth sonme nodifications, to 25 selected provisions of
t he Taxpayer Protections and R ghts contained in the Internal Revenue Service
Restructuring and Reform Act of 1998 (I RS Reform Act).

In addition, this bill woul d:

elimnate the tentative mninmumtax limtation on personal exenption
credits,

conformto IRS Reform Act technical changes relating to the exclusion of
capital gains on the sale of a principal residence,

del ete obsolete refund provisions relating to the renter’s credit,

provide relief to an enpl oyee whose enpl oyer w thheld delinquent taxes from
the enployee’s pay, but failed to remt the anpbunts to the Franchi se Tax
Board (FTB), and

provide FTB adm nistrative authority to conpronmise a tax debt simlar to the
IRS s current offers in conprom se authority.

See the Table of Contents on page 4 for a conplete list of itens in the bill

SUMVARY OF AMENDMENT

The May 12, 1999, anendnents added 23 provisions of the Taxpayer Protections and
Ri ghts contained in the IRS Reform Act to this bill.

The department’s analysis of this bill as anended April 20, 1999, still applies.
Anal ysis of the new provisions is provided bel ow

EFFECTI VE DATE

As a tax levy, this bill would beconme effective i medi ately upon enact nent.
However, the operative dates of the specific provisions wuld vary, as discussed
in the anal ysis.

FI SCAL | MPACT

For purposes of a high-level, general, discussion of departnental costs, it is
initially estimated that for fiscal year 1999-2000 costs woul d be at | east
$1, 692,500, as foll ows:
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The Legal Branch would need to increase its staff by one tax counsel position
begi nning fiscal year 1999-2000 at an annual cost of $124,500 to inpl enment
Items 9 (Action for Release of Third-party Liens), 15 (Due
Process/ Col | ections), 21 (Approval of Jeopardy/ Term nation Assessnments), and 23
(Procedures for Seizure of Property).

The Audit Division would need to increase its staff by two tax technicians,
range B, beginning fiscal year 1999-2000 at a cost of $88,000, with ongoing
annual costs of $77,000, to inplenent Item 11 (Suspension of Interest/Failure
to Notify).

The Communi cati ons Services Bureau woul d need an additional position (associate
operations specialist) in Public Affairs and one half of a position plus 800
hours of tenporary help (assistant clerk) in the Production Services Section at
a cost of $194,000, wi th ongoi ng annual costs of $170,000 to inplenent this
bill. The entire bill indirectly inpacts the Conmuni cati ons Services Bureau
informati on duties; thus, costs cannot be attributed to individual provisions.
The Col | ecti ons Bureau woul d need to increase staff by three senior conpliance
representatives, beginning fiscal year 1999-2000 at a cost of $198,000, wth
ongoi ng annual costs of $176,000, to inplenment Item 4 (Innocent Spouse Relief).

To make the necessary changes to the new personal income tax collection system
schedul ed for inplenentation during March 2000 (Accounts Receivable Collection
System [ ARCS] ), FTB would need to increase its staff for fiscal year 1999-2000
by approximately 2.5 personnel years (one associ ate programmer anal yst, one
associ ate informati on system anal yst and one-half senior conpliance
representative) at a cost of $177,000, with ongoing costs of $147,500 begi nni ng
fiscal year 2000-2001 to inplenent Itens 4 (Innocent Spouse), 15 (Due
Process/ Col | ections) and 19 (Notice of Contact of Third Parties).

The business entity taxpayer system (BETS) would need to increase staff by
approxi mately 3.0 personnel years (associate programer anal yst specialist -
overtime) and 3.0 personnel years (associate operations specialist - overtine)
at a cost of $410,000 for fiscal year 1999-2000 to program and test systens to
inmplenment Itenms 10 (Elim nation of Interest Differential), 11 (Procedures for

I nposi ng Penalties) and 27 (Notice to Include Deadlines).

The taxpayer information system (Tl) would need to increase staff by

approxi mately 4.3 personnel years (associate programer anal yst specialist -
overtime) and 4.4 personnel years (associate operations specialist - overtine)
at a cost ranging from $501, 000 to $701, 000 for fiscal year 1999-2000 to
program and test systens to inplenent Itenms 4 (lnnocent Spouse Relief), 11
(Suspension of Interest/Failure to Notify) and 27 (Notice to |Include
Deadl i nes).

The above costs are prelimnary and coul d change based on staff’s continued
anal ysis of the inpact of this legislation on existing operations.

Tax revenue estimates for each provision are provided in the analysis of that
provision. A summary table of the revenue inpact is provided on page 3.
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Sunmary of Estinmated Revenue | npact
Provi si on 1999-00 | 2000-01 | 2001-02
1. Personal Exenption Credit/AM -$1.5 | -$1.5 | -$1.5
2. Renter’'s Credit No | npact
3. Capital Gain Excl./Personal Residence No | npact
4. I nnocent Spouse Relief M nor Losses/-$500, 000 annual |y
5. Enployee Relief/Unremtted Wthhol di ngs Negli gi bl e Losses/-$25, 000 annual |y
6. SO./Disabl ed Taxpayers -$1 | -$1 | -$1
7. Ofers In Conprom se M ni mal Revenue Savi ngs/ +$40, 000
annual |y
8. Authority to Award Costs and Fees No | npact
9. Action for Release of Third-party Liens No | npact
10. Elimnation of Interest Differential -$1.5 -$1.5 -$1.5
11. Suspension of Interest/Fail to Notify - - -$0.7 -$1
12. Procedures for Inposing Penalties No | npact
13. Notice of Interest Charges No | npact
14. Abatenent of Interest/Di saster Areas Negl i gi bl e Loss
15. Due Process/ Col | ecti ons Negligi ble Loss, if any
16. Financial Status Audits No | npact
17. Software Trade Secrets No | npact
18. Taxpayer Motion to Quash Negligible Loss, if any
19. Notice of Contact of Third Parties No | npact
20. Rel ease of Levy on Uncollectible Ants. No | npact
21. Approval of JA/ TA Negligi ble Loss, if any
22. Waiver of Early-Wthdrawal Penalties Negligible Loss, if any
23. Procedures for Seizure of Property No | npact
24. Proc./ Seizure of Residences/Busi nesses No | npact
25. Extension of SOL No | npact
26. Install ment Agreenents Negligible Gain, if any
27. Notice Include Deadlines No | npact
28. Explanation of Refund Disal | owance No | npact
29. Wi stl ebl ower Disclosure No | npact
30. ldentification of Return Preparer No | npact
Tot al ($4.5) | ($5. 2) | ($5.5)

Thi s anal ysis does not consider the possible changes in enpl oynent, personal income, or gross state
product that could result fromthis proposal.

BOARD POSI TI ON

Support.

At its March 23, 1999, neeting, the Franchi se Tax Board voted 2-0 to sponsor
legislation to conformto the 25 provisions of the Taxpayer Protections and

Ri ghts contained in the RS Reform Act. The Franchi se Tax Board voted to sponsor
the other provisions of this bill in prior legislative proposals.
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Anal ysi s
Provi sion (TPR 8#) (RTC 8#) Page #

1. Personal Exenption Credit/AMI (N A (817039) *x
2. Renter’'s Credit (NA) (817039, §17053.5, 819052) *
3. Capital Gain Exclusion/Personal Residence (86005) (817152.5) *x
4. I nnocent Spouse Relief (83201) (818533, 8§18534) *x
5. Enployee Relief/Unremtted Wthhol dings (NA) (818673) *x
6. SOL/Di sabl ed Taxpayers (83202) (819315) *x
7. Ofers In Conpromse (NNA) (819443, 819705) *x
8. Authority to Award Costs and Fees (83101) (819717, §21013) 5
9. Action for Release of Third-party Liens (83106) (819226) 7
10. Elimnation of Interest Differential (83301) (819521) 10
11. Suspension of Interest/Failure to Notify (83305) (819116) 12
12. Procedures for Inposing Penalties (83306) (819187) 15
13. Notice of Interest Charges (83308) (819117) 16
14. Abatenent of Interest/Di saster Areas (83309) (819109) 17
15. Due Process/Col |l ections (83401) (819227, 821015.7) 19
16. Financial Status Audits (83412) (819504) 22
17. Software Trade Secrets (83413) (819504.5, 8§19542. 3) 24
18. Taxpayer Modtion to Quash (83415) (8§19064) 27
19. Notice of Contact of Third Parties (83417) (819504.7) 28
20. Rel ease of Levy on Uncollectible Amounts (83432) (821016) 30
21. Approval of Jeopardy/ Term nati on Assessnments (83434) (819084) 31
22. Waiver of Early-Wthdrawal Penalties (83436) (817085.7) 32
23. Procedures for Seizure of Property (83444) (819236) 34
24. Procedures/ Sei zure of Residences/Businesses (83445) (819236) 35
25. Extension of SOL (83461) (819067) 36
26. Installnment Agreements (83462) (819008) 37
27. Notice Include Deadlines (83463) (819034, 819041, 8§19045) 39
28. Expl anation of Refund Di sal |l owance (83505) (819323) 40
29. Wi stl ebl ower Disclosure (83708) (819546.5) 41
30. ldentification of Return Preparer (83710) (818624) 42
**Anal ysis of this provision is in the departnent’s analysis of the bill as

anmended April 20, 1999.




Senate Bill 94 (Chesbr o)
Amended May 12, 1999
Page 5

8. Authority to Award Costs and Fees
SUMVARY

This provision (819717, 8§21013) would conformto federal changes relating to
awar di ng costs and fees.

EFFECTI VE DATE

This provision woul d be operative for costs incurred and services perforned nore
than 180 days after the effective date of the bill

SPECI FI C FI NDI NGS

Under federal |aw, reasonable adm nistrative and litigation costs nmay be awarded
to a taxpayer who substantially prevails in an action by or against the United
States in connection wiwth the determ nation, collection, or refund of tax,
interest, or penalty. Only an individual whose net worth does not exceed $2
mllionis eligible for an award. Corporations or partnerships that have net
worth not exceeding $7 million are eligible for an award. Awards and deni al s of
attorney fees in admnistrative proceedi ngs and court proceedings are subject to
appeal

Reasonabl e admi ni strative costs include: (1) any adm nistrative fees or sinmlar
charges inposed by the IRS; and (2) expenses, costs and fees related to
attorneys, expert w tnesses, and studies or anal yses necessary to prepare for the
case (to the extent that the costs are incurred before the earlier of the date of
the notice of decision by IRS Appeals or the date of the notice of deficiency).
Reasonabl e litigation costs include reasonable fees paid or incurred for the
services of attorneys, generally limted to $110 per hour (indexed for

inflation). H gher rates may be justified in special situations (e.g., limted
availability of qualified attorneys). Attorney fees include fees for services of
an individual authorized to practice before the Tax Court or the Internal Revenue
Servi ce.

Rul e 68 of the Federal Rules of Civil Procedure provides that a party may recover
costs if that party's offer for judgnment was rejected and the subsequent court
judgnent was | ess favorable to the opposing party than the offer. The offering
party’'s costs are limted to the costs (excluding attorneys’ fees) incurred after
the offer was nmade

The federal appellate courts are split over whether a party that substantially
prevails over the United States in an action is eligible for an award of
reasonabl e fees and costs. Civil damages nmay be awarded for the unauthorized
i nspection or disclosure of return information.

The I RS Reform Act made the foll owing changes to the provisions relating to
awar di ng costs and fees:

Moved the point in tine after which reasonable adm nistrative costs can be
awarded to the earliest of (1) the date the taxpayer receives the notice of
t he decision of the IRS Appeals Division, (2) the date of the notice of
deficiency, or (3) the date on which the first letter of proposed deficiency
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is sent that allows the taxpayer the opportunity for administrative review
inthe IRS Ofice of Appeals.

Rai sed the hourly rate caps on awards of reasonable attorneys’ fees to $125
per hour (indexed for inflation). The difficulty of the issues raised and
the unavailability of |ocal tax expertise are anbong factors that may justify
a higher rate. Reasonable attorneys’ fees may al so be awarded to specified
persons who represent, on a pro bono basis or for a nom nal fee, taxpayers
who are prevailing parties.

Provided that, in determ ning whether the position of the United States was
substantially justified, the court should take into account whether the
government has won or lost in the court of appeals for other circuits on
substantially simlar issues.

Provi ded that an award of fees and costs may be available if, after a
taxpayer has a right to admnistrative reviewin the IRS Ofice of Appeals,
the taxpayer nmakes a “qualified offer” that the IRS rejects, and the I RS

t hen obtains a judgnment against the taxpayer in an ampunt that is equal to
or less than the taxpayer’s offer (without regard to interest). A
“qualified offer” is a witten offer that is designated as a qualified offer
and made by the taxpayer between the date of the first letter of proposed
deficiency and 30 days before the date the case is first set for trial.

Al l owed the award of attorneys’ fees in actions for civil damages for
unaut hori zed i nspection or disclosure of taxpayer returns and return
information if the person filing the suit neets the net worth requirenents.

Under current state |aw, taxpayers may appeal adverse FTB actions on protests of
defici ency assessnents to the BOE. In the event of an adverse determ nation by
the BOE, the taxpayer can pay the amount due and bring an action against FTB in
superior court.

Under current state |aw, taxpayers may be reinbursed for costs/fees and expenses,
including attorney fees, relating to tax matters before the BOE or court. For
litigation the award may be nmade to a prevailing party; however, for matters
before the BOE, awards may be made if the BCE finds that the Franchise Tax Board
has been unreasonable. For both litigation and tax matters before the BCE, fees
for representation are limted to attorney fees. For litigation, the allowable
amount for attorney’s fees is $110 per hour (adjusted for inflation); there is no
statutory limt on attorney's fees for BCE hearings. To be entitled to attorney
fees for litigation, the taxpayer nust exhaust all adm nistrative renedi es and
prevail before the BCE or in court. At issue in awarding fees for litigation and
for BOE hearings is whether FTB can establish that it was substantially justified
inits position. FTB s position is presumed not to be substantially justified if
the FTB did not follow its applicable published guidance (e.g. regul ation, |ega
ruling, notice, information rel ease, announcenent, or any chief counsel ruling or
determ nation letter). Attorney fees awarded in court proceedings are
appeal abl e; however, there is no right to appeal matters relating to attorney
fees awarded in BCE hearings. Additionally, the taxpayer’s ability to receive an
award for fees is unaffected by net worth (federal |aw contains net worth
limtations). For litigation, state |aw (CCP §998) permts a party to receive
costs and fees if the party nmakes a pre-trial settlenment offer and the party
obtains an equal or nore favorable result at trial.
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This provision would make the foll ow ng changes to the law relating to awardi ng
costs and fees:

Change the starting point after which reasonabl e costs can be awarded from
the date an appeal is filed to the date of the notice of proposed deficiency
assessnent .

Rai se the hourly rate on attorney’s fees for court proceedings from$110 to
$125 (BOE hearings would remain unlimted) and add that difficulty of issues
and unavailability of |local tax expertise would justify a higher rate. (The
hourly rate indexing start date would be changed from 1999 to 2001.) Al so,
permt reasonable attorney fees to persons who represent taxpayers for a

nom nal fee.

Provi de that when a court is determ ning whether the position of the FTB was
substantially justified, the court can consider whether FTB | ost in any
California Court of Appeal in another district in a published case involving
substantially simlar issues.

Pol i cy Consi derati ons

Under current state |law, the ampbunt of attorneys’ fees that may be awarded
are unlimted for cases before the BOE, but are limted to $110 (i ndexed for
inflation) for court. This provision maintains that difference and woul d
rai se the anount of attorneys’ fees to $125 (indexed for inflation) for
court cases.

| npl ement ati on

I npl ement ati on of this provision would occur during the departnment’s nor nal
annual system updat e.

FI SCAL | MPACT

Depart nental Costs

The departmental costs associated with this provision are unknown.
Recently, successful fee clainms under current |aw have increased. Since
this provision is not funded, the departnment would be required to redirect
costs from another area of its budget.

Tax Revenue Esti mate

This provision woul d not inpact state tax revenues unl ess budget redirection
i npacted the department’s audit or collection prograns.

9. Action for Release of Third-Party Liens
SUMVARY

Under this provision (819226), third parties (e.g., nom nees, transferees) whose
property is subjected to a lien would be allowed to post a cash deposit or bond
equal to the value of the state’'s interest in that property, as determ ned by
FTB, and obtain a release of the lien. The Taxpayers’ Ri ghts Advocate woul d be
required to establish procedures for an independent departnental adm nistrative
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review of the property value determnation, if requested by the third party. The
deposit or bond subsequently would be refunded or applied to the tax debtor’s
account .

EFFECTI VE DATE

Thi s provision woul d be operative on the effective date of this bill.

SPECI FI C FI NDI NGS

Under current civil law, for collection purposes, situations nay ari se where the
property of a third party may be subject to | evy for another person’s debt. An
i ndi vidual may transfer property into a third party’ s nane, but still exercise

conmpl ete dom nion and control over the property. Follow ng investigation of the
facts, the third-party may be treated as a “nom nee” of the tax debtor for

pur poses of the specific property and subjected to liens. Also, situations may
arise where a third party is secondarily liable for another person’ s debt based
on either law or equity, and the liability is transferred to the third party for
pur poses of collection (transferee liability). As a transferee, the third
party’'s property is subject to liens in an anpbunt not to exceed the amount of the
transferred debt.

Prior to the IRS Reform Act, other than a civil quiet title action, no remedy was
available for third parties to obtain a release of an IRS lien. The IRS Reform
Act allows a third party to obtain a release of the lien by posting a cash
deposit or bond equal to the value of the interest the federal governnent has in
the property. A release would enable the owner to sell the property free and
clear of the lien. After the release of lien, the third party may bring a civi
court action within 120 days to determ ne the value of the federal governnent’s
interest in the property that was subjected to the lien. |If no court action is
brought, or:

the court determ nes the value of the property is |l ess than the val ue
determ ned by the IRS, the deposit or bond amount is applied to the tax
debtor’s account;

the court determ nes the value of the property exceeds the val ue determ ned
by the IRS, the difference between the values is refunded to the third
party, with interest;

the IRS determnes that the tax debt can be coll ected from anot her source;
any deposits are refunded and any bonds released to the third party.

Under California |aw, other than possibly a civil quiet title action, a third
party generally cannot obtain a release of property until the tax debt is
satisfied. To claima refund, the third party could file a claimagainst the
state. In any event, an expedited adm nistrative process is not available for
third parties to obtain a lien rel ease.

Under current state law, adm nistrative | aw judges nust conduct nost

adm ni strative hearings through formal proceedings requiring strict rules of

evi dence (Admi nistrative Procedures Act [APA]). Expressly excepted fromthe APA
are FTB s protest hearings and hearings regarding jeopardy assessnents.
Additionally, FTB s informal hearings, which generally relate to collection
activities, have not been subject to the APA
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The BOE hears appeals of FTB' s actions on deficiency assessnments. These hearings
i nvol ve | egal issues regarding the conputation of tax before the assessnent is
final, due and payabl e and subject to collection actions.

This provision generally would conformto the federal I RS Reform Act provision
except it would require the Taxpayers’ Rights Advocate to establish procedures
for an independent departnental adm nistrative review (which expressly woul d not
be subject to the formal APA requirenments) of the property val ue determ nation as
a substitute for the court action provided under federal |aw. The deposit or
bond subsequently would be refunded or applied to the tax debtor’s account as
follows. The taxpayer would be given only 60 days to request a review with
respect to the value of the property subject to the lien instead of 120 days

al | oned under federal |aw because the federal period appears to be arbitrary and
t he 60-day period would be consistent with the period allowed for filing a
protest of an assessnent.

Pol i cy Consi derati ons

The i ndependent departnental administrative reviewis intended to be a
sinmple, informal process to quickly resolve collection issues, which would
not be conducive to the formal process of the Adm nistrative Procedure Act
(APA). Therefore, this provision expressly would exenpt the review fromthe
APA, as are protest hearings of proposed tax deficiencies, jeopardy
assessment and ot her informal hearings given by the FTB pertaining to
collection matters.

| npl ement ati on

Staff anticipates this provision could be inplenmented w thout significant
problens. Collection staff currently responds to third party clains with
regard to liens. To acconmpbdate this new process, additional procedures and
training would be provided. To the extent third parties were to use this
provi sion, an additional workload to accombdate the administrative review
and the processing of the bond or deposit would result, but as previously
stated, staff does not anticipant that this provision would be frequently
used. Legal Branch could experience a m nor additional workl oad.

FI SCAL | MPACT

Depart nental Costs

This provision should not significantly increase departnental costs. There
could be a mnor additional workload for the Legal Branch due to this
provi si on.

Tax Revenue Esti mate

This provision would not inpact PIT or B&CT revenues.
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10. Elimnation of Interest Differentia

SUMVARY

This provision (819521) would establish a net interest rate of zero when interest
i s payabl e and al | owabl e on equi val ent anpbunts of overpaynent and under paynent of

i ncone taxes.

EFFECTI VE DATE

This provision would apply to interest for periods beginning after the effective

date of the bill. If the applicable SOL has not expired, this provision would
al so apply to interest for periods beginning before the effective date of the
bill if the taxpayer (1) reasonably identifies and establishes the periods of

under paynent and overpaynment for which the zero net interest rate applies, and
(2) on or before Decenmber 31, 2000, requests in witing that the FTB apply the
zero net interest rate to those periods.

SPECI FI C FI NDI NGS

Prior to the I RS Reform Act, taxpayers paid higher interest rates on tax

under paynents than the I RS paid on tax overpaynents. The specific rates were
i ssued quarterly by the IRS, and were cal cul ated as a set nunber of percentage
poi nts above the federal short-termrate:

Poi nts over Short-Term Rate

Under paynent s 3
Over paynent s 2
Large corporate underpaynents (hot interest) 5
Cor porate overpaynments > $100, 000 0.5

If a taxpayer had an underpaynent of tax from one year and an overpaynment of tax
froma different year that were outstanding at the sanme tine, the IRS typically
of fset the overpaynent against the underpaynent and applied the appropriate
interest rate to the resulting net underpaynent or overpaynent. However, if

ei ther the underpaynent or overpaynent had been satisfied, the I RS woul d not
typically offset the two anobunts, but rather would assess or credit interest at

t he under paynment or overpaynent rate. This had the effect of assessing the

under paynent at the higher underpaynment rate and crediting the overpaynent at the
| ower overpaynent rate resulting in the taxpayer being assessed a net interest
charge even when the anounts of overpaynent and under paynent were the sane.

The IRS had the authority to credit the anount of any overpaynent agai nst any
l[iability under the IRC. Under TBR 2, Congress directed the IRS to inplenent
procedures for “netting” overpaynents and underpaynents to the extent a portion
of tax due was satisfied by a credit of an overpaynent.

The I RS Reform Act established a net interest rate of zero on equival ent anounts
of overpaynent and under paynment that exist for any period. Each overpaynent and
under paynent is considered only once in determ ni ng whet her equival ent anmounts of
over paynent and underpaynent exist. The special rules that increase the interest
rate paid on | arge corporate underpaynent and decrease the interest rate received
on corporate underpaynments in excess of $100,000 do not prevent the application
of the net zero rate. This global netting is available for any type of tax

i nposed by the I RC
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Current state lawis generally conforned to federal law for the inposition of
interest, except that the overpaynent rate is the sane as the underpaynent rate.
State law also is conforned to the federal “hot interest” provisions for

under paynents in excess of $100,000. |If a taxpayer has an underpaynment of tax
fromone year and an overpaynent of tax froma different year that are
outstanding at the same tine, the FTB offsets the overpaynment agai nst the

under paynent and applies the appropriate interest rate to the resulting net
under paynent or over paymnent.

This provision would conformto the federal provision to elimnate the interest
differential on overl apping periods of interest on tax overpaynments and

under paynent except the state provision would apply only to income and franchi se
taxes rather than all taxes. Since the state overpaynent and underpaynent rates
are generally the sane this provision wuld have the nost significant inpact for
corporate taxpayers with “hot interest.”

| npl ement ati on

Thi s provision woul d have m nor inpact on the taxpayer information system
(TI) and significant inpact on the Business Entity Tax System (BETS) because
of “hot interest” inmposed on corporate taxpayers. It is unclear how this
provi sion woul d i mpact penalty conputations that use the interest rate
(e.g., estimate penalty).

FI SCAL | MPACT

Depart nental Costs

The department’s costs to adm nister this provision are prelimnary.
Departnent staff will continue to reviewthis provision to determ ne the
costs associated with inplenentation. A portion of the $410,000 total costs
to program and test changes to the BETS system (di scussed on page 3 of this
anal ysis) would apply to this provision.

Tax Revenue Esti mate

Based on Iimted data and assunptions di scussed bel ow, any forgone interest
as a result of this provisionis estimated to be on the order of $1.5
mllion annually.

Tax Revenue Di scussi on

This estimate is based on the results of FTB' s current audit prograns,
current audit practices and available information on returns filed. The
foll owi ng assunpti ons were applied:

It is projected that approximately 65% of PIT audit assessnments woul d
be inpacted and 80% of B&CT.

The average period of tine for overl appi ng overpaynment and
under paynent interest is estinmated to be one nonth under PIT and two
and one hal f nonths under B&CT.

On average, overpaynments represent approxi mately 50% of underpaynents.
The average interest rate is estimated to be 9%
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Adj ust ments were nmade under B&CTL to allow for the differential in
interest for overpaynents and under paynment interest regardi ng “hot
interest”.

11. Suspension of Interest/Failure to Notify

SUMVARY

This provision (819116) woul d suspend the accrual of interest and penalties after
a specified tinme unless FTB sends the taxpayer a notice stating the taxpayer’s
liability within that tinme period. Special rules apply for changes based on a

change to the federal return

EFFECTI VE DATE

This provision would apply to taxable years ending after the effective date of
the bill.

SPECI FI C FI NDI NGS

Cenerally, under federal law, the IRS has three years fromthe later of (1) the
original due date of the return (without regard to extensions) or (2) the date on
which a return is filed to notify the taxpayer that additional tax is owed.

Under California |aw, FTB generally has four years to notify the taxpayer that
additional tax is owed. Thus, the state SOL is one year longer than the federa
SQL.

Ceneral ly, under federal and state | aws, interest and penalties accrue during
periods for which taxes are unpaid, regardl ess of whether the taxpayer is aware
that a tax is due. Generally, under federal law, if the taxpayer pays the tax
wi thin 21 days of notice and dermand for paynment of tax, interest is not inposed
for that 21-day period. Under state law, the 21-day period is replaced with a
15-day peri od.

Under the IRS Reform Act, the accrual of interest and penalties will be suspended
after 18 nonths unless the IRS sends the taxpayer a notice and demand of paynent
of tax within 18 nonths followng the later of (1) the original due date of the
return (without regard to extensions) or (2) the date on which a tinely return is
field. For tax years beginning on or after January 1, 2004, the 18-nonth period
wi |l be shortened to one year

The suspension applies only to individuals who file a tinely tax return. The
suspensi on does not apply to the failure to pay penalty, in the case of fraud or
with respect to crimnal penalties.

Interest and penalties resune 21 days after the IRS sends notice and demand of
paynment of tax to the taxpayer.

This provision woul d suspend the accrual of interest and penalties after

18 nonths unl ess FTB sends the taxpayer a notice and demand of paynent of tax
within 18 nonths following the later of (1) the original due date of the return
(regardl ess of extensions); or (2) the date on which a tinmely return is fil ed.
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The suspension woul d apply only to individuals who file a tinely tax return. The
suspensi on would not apply to the failure to pay penalty, in the case of fraud or
with respect to crimnal penalties.

Interest and penalties would resune 15 days after the FTB sends notice and demand
for paynent of tax to the taxpayer.

Special rules would apply to taxpayers required to report (1) a change or
correction by the Comm ssioner of the IRS or other officer of the United States
or other conpetent authority, or (2) an anended return filed with the

Conmi ssioner of the IRS. For these taxpayers, accrual of interest would be
suspended as foll ows:

If the taxpayer or IRS notifies FTB of the changes within six nonths of the

final federal determ nation date, interest would be suspended for the period
begi nning one year fromthe date the taxpayer or the IRS notifies FTB of the
final federal determ nation, until 15 days after FTB sends notice to the

t axpayer.

If the taxpayer or IRS notifies FTB of the changes after six nonths fromthe
final federal determ nation date, interest would be suspended for the period
begi nning two years fromthe date the taxpayer or the IRS notifies FTB of
the final federal determination, until 15 days after FTB sends notice to the
t axpayer.

Thus, FTB woul d have either one or two years fromthe date the taxpayer or the
IRS notifies the departnent of the final federal determnation to issue a notice
before interest is suspended.

Pol i cy Consi derati ons

This provision would continue the state's policy of providing the
t axpayer 15 days to pay upon notice and demand.

Compl ex audits such as residency cases and cases with incone fromfl ow
through entities take longer to conplete than other audits. As a result,
it is likely that many conplex audits would be conpleted after the
notification period.

All owi ng FTB either one or two years fromthe date the taxpayer or the
IRS notifies the departnent of the final federal determnation to issue a
notice before interest is suspended is consistent with the | ong-standing
policy that neither the taxpayer nor FTB should be required to take any
action until the federal determnation is final

| npl ement ati on

Suspendi ng interest would require a manual process, requiring two additional
support positions (Tax Technicians, Range B) in the Audit Branch. System
changes woul d be required to update the tax year on the taxpayer information
system (Tl) with information for the NPA processing system (PAWS). Audit

sel ection procedures would be reviewed and shortened if possible so audits
may begin sooner. Additional support staff, in the case of residency
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audits, may be required so audits may be conpleted within the notification
peri od.

FI SCAL | MPACT

Depart nental Costs

The department’s costs to adm nister this provision are prelimnary.
Departnment staff will continue to reviewthis provision to determ ne the
costs associated with inplenmentation. At a mninum the departnent’s costs
to adm nister this provision would be $88,000 the first year and $77, 000
annual ly thereafter for the manual process to abate the interest. A portion
of the total costs for the taxpayer information (Tl) systens changes

(di scussed on page 3 of this analysis) would also apply to this provision
Addi tional costs may be incurred if, upon inplenentation, additional audit
support staff is required to conplete residency audits within the
notification period.

Tax Revenue Esti mate

Based on the discussion below, any forgone interest as a result of this
provision is estimated as fol |l ows.

For Taxabl e Years Endi ng After Enactnent
Assunmed Enactnent After 06/30/1999
Fi scal Year | npact
(In MI1ions)
2001- 02 2002- 03 2003- 04
(%0.7) ($1) ($1.5)

Tax Revenue Di scussion

FTB Initi ated Notices

This estimate is based on the departnent’s current audit programs, the
nunber of audits and the tine in which they are conpleted. It is estimated
t hat approxi mately 82,000 taxpayers woul d be issued notices beyond 18 nonths
fromthe due date of their return. Assuming a 9% interest rate, the revenue
loss is estimated to be approximately $1.5 nmillion annually beginning in
fiscal year 2003-04.

Noti ces Based on a Final Federal Deternination

On average the department issues notices, as a result of a final federa
determ nation, within one year fromthe date the taxpayer or the IRS
notifies the departnment of the final federal determ nation. Based on

di scussions with FTB's audit staff, this provision is not anticipated to
have a revenue inpact, since currently nost notices are issued well within
the notification period.



Senate Bill 94 (Chesbr o)
Amended May 12, 1999
Page 15

12. Procedures for |Inposing Penalties

SUMVARY

This provision (819187) would require notices inposing penalties to include
specified information, require FTB to provide the taxpayer with a conputation of

the penalty upon request, and require managenent approval of specified penalties.

EFFECTI VE DATE

This provision would apply to notices issued and penalties inposed after Decenber
31, 2001.

SPECI FI C FI NDI NGS

Under prior federal law, the IRS was not required to show how it conputed
penal ties i nposed upon the taxpayer. Further, penalties could be inposed w thout
supervi sory approval

The IRS Reform Act requires the IRS to include on each notice inposing a penalty
t he name of the penalty, the IRC Section inposing the penalty and a conputation
of the penalty.

The I RS Reform Act al so prevents the inposition of penalties unless the initial
determ nation of the assessment is personally approved, in witing, by the

i medi ate supervi sor of the individual making the determ nation. Supervisory
approval is not required prior to an assessnent of conputer-generated penalties
or penalties for failure to file, failure to pay or failure to pay estimted tax.

Under current state practice, notices inposing a penalty include the nane of the
penalty. In addition, a description of the penalty (including howthe penalty is
computed in general ternms) is provided either by a supplenental form (FTB 1140)
or in standardi zed paragraphs. Sonme of the standardi zed paragraphs include the

| RC or Revenue and Taxation Code (RTC) section nunber inposing the penalty. |If

t he taxpayer requests a conputation of the penalty, one is provided.

This provision would codify current practice by requiring notices inposing a
penalty to include the nane of the penalty, the IRC or RTC section inposing the
penalty, and a description of the penalty. A conputation of the penalty would be
provided if requested by the taxpayer.

This provision wuld al so require supervisory approval of all non-conputer-
generated penalties except failure to file, failure to pay or failure to pay
estimated tax penalties. Penalties based upon a federal audit would not require
supervi sory approval

Pol i cy Consi derati ons

Currently, the department provides a description of how penalties are
computed and will provide a taxpayer the conputation upon request. This
provi sion woul d continue that practice and not conformto the federa
requirenment that the penalty conputation be provided with every notice

i nposing a penalty. Providing the conmputation could cause taxpayer
confusi on and generate nore calls to the departnment. However, if
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requests for the conputation significantly increase, the departnent could
consider including the computation with every notice at that tinme.

Under this provision, penalties based upon a federal audit woul d not
require supervisory approval since the penalties were approved at the
federal |evel

| npl ement ati on

I npl ementation of this provision would require mnor systens changes and
procedure changes that would occur during the departnent’s normal annua
syst em updat e.

FI SCAL | MPACT

Depart nental Costs

This provision would not significantly inpact the departnment’s costs.

Tax Revenue Esti mate

This provision would not inpact state tax revenues.
13. Notice of Interest Charges
SUMVARY
This provision (819117) would require every notice sent to an individual that
i ncludes interest charges to include a description of the interest conputation
and the code section inposing the interest. A conputation of the interest would

be provided if requested by the taxpayer.

EFFECTI VE DATE

This provision would apply to notices issued after Decenber 31, 2001.

SPECI FI C FI NDI NGS

Under prior federal law, the manner in which the IRS determ ned the anmount of
i nterest charged was not presented to the taxpayer in any notice or other
docunent .

The IRS Reform Act requires every I RS notice sent to an individual that includes
interest charges to include a detailed conmputation of the interest charged and
the I RC section inposing the interest.

Under current state practice, a supplenental form (FTB 1140) is enclosed with
notices. FTB 1140 provides a description of various penalties, howinterest is
charged (including the applicable interest rates), collection costs, taxpayer
rights and how to contact the Taxpayer’s Advocate. |If the taxpayer requests a
detail ed conputation of the interest, one is provided.

This provision wuld codify current practice by requiring a description of the
i nterest conputation and the code section inposing the interest to be included
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with notices sent to individuals. A detailed conputation of the interest would
be provided if requested by the taxpayer.

Pol i cy Consi derati ons

Currently, the departnment provides a description of howinterest is conputed
and will provide a taxpayer the conmputation upon request. This provision
woul d continue that practice and not conformto the federal requirenent that
the interest conputation be provided with every notice. Providing the
computation with every notice could cause taxpayer confusion and generate
nmore calls to the departnment. However, if requests for the conputation
significantly increase, the departnment could consider including the
computation with every notice at that tine.

| npl ement ati on

This provision would codify current practice.

FI SCAL | MPACT

Depart nental Costs

This provision woul d not significantly inpact the departnment’s costs.

Tax Revenue Esti mate

Thi s provision would not inpact state revenues.
14. Abatement of Interest/D saster Areas
SUMVARY
This provision (819109) would require FTB to abate interest that woul d ot herw se
accrue if the FTB extends the due date for filing incone tax returns and for
payi ng i ncome tax for any individual who incurred a disaster lIoss and is | ocated

in a Presidentially declared disaster area or an area declared by the governor to
be in a state of disaster.

EFFECTI VE DATE

This provision would apply to disasters declared after Decenmber 31, 1997, with
respect to taxable years beginning after Decenber 31, 1997.

SPECI FI C FI NDI NGS

Under prior federal law, in the case of a Presidentially-declared disaster, the
IRS had the authority to postpone sone tax-rel ated deadlines, but had no
authority to abate interest.

Under the Taxpayer Relief Act of 1997, the IRSis required to abate interest for
t he sanme period for which the IRS has provided an extension of tinme to file tax
returns and pay taxes (and wai ves any penalty) for individuals |located in
Presidenti al | y-decl ared di saster areas that are declared disasters during 1997.
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The I RS Reform Act renoved the restriction that nmade the abatenment apply only to
areas decl ared a disaster during 1997 and expanded the provision to all
taxpayers. Thus, the IRSis required to abate interest for the sanme period of
time for which the IRS has provided an extension of time to file tax returns and
pay taxes (and wai ves any penalty) for taxpayers located in Presidentially-

decl ared di saster areas declared a di saster after Decenber 31, 1997.

Current state law conforns to the provisions of the Taxpayer Relief Act of 1997.
FTB is required to abate interest for individual taxpayers located in a
Presidential |l y-decl ared di saster area for the period the FTB extended the tine to
file a return and pay the tax (and waive any penalty) for disasters declared
during 1997.

Under current state law, FTB has authority to grant PIT taxpayers an extension
for paynment of tax when good cause exists. Unlike the IRS, FTB does not have
this authority for B&CT taxpayers.

This provision woul d renove the restriction that nmakes the abatenent apply only
to areas declared a disaster during 1997 and would require the taxpayer to
sustain a loss in the disaster. |In addition, the interest abatenent would be
extended to areas declared by the governor to be in a state of disaster. Thus,
FTB woul d be required to abate interest for individual taxpayers who incur a

di saster loss and are located in a Presidentially-declared disaster area, or an
area in this state declared by the governor to be in a state of disaster, for the
period the FTB extends the tine to file a return and pay the tax.

Pol i cy Consi derati ons

Unlike the IRS Reform Act, this provision would not apply to corporations
since FTB does not currently have the authority to grant corporations an
extensi on for paynent of tax when good cause exi sts.

Unlike the IRS Reform Act, this provision would require the taxpayer to
sustain a disaster loss in addition to being |located in a disaster area.
Thi s change was nmade in response to widespread criticismof the federal
change whi ch extended the benefit to everyone within a county in which a
di saster occurred, even if they personally suffered no ill effects.

Expandi ng the federal provision to include areas in this state decl ared
by the governor to be in a state of disaster would provide relief to
addi ti onal taxpayers that have suffered | osses.

This provision would apply to individuals located in a Presidentially-
decl ared di saster area that is |ocated outside of California but would
not apply to individuals |ocated in another state declared by that
state’s governor to be in a state of disaster.

| npl ement ati on

I npl ement ati on of this provision would occur during the departnment’s nor nal
annual system updat e.
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FI SCAL | MPACT

Depart nental Costs

This provision would not significantly inpact the departnment’s costs.

Tax Revenue Esti mate

Any forgone interest would depend on the extent to which interest would not
have ot herwi se been abated under current law To the extent FTB abates
additional interest as a result of this provision, the anbunt of interest
assessed woul d be reduced. However, due to the deductibility of disaster

| osses, it is estimated that the majority of taxpayers |located in disaster
areas woul d not have a bal ance due return. Therefore, any forgone interest
woul d be negli gi bl e.

15. Due Process/ Col | ections
SUMVARY

This provision (819227, §21015.7) would require FTB to notify tax debtors:

within five business days that a notice of lien has been filed. During the 30-
day period following notification, tax debtors may request an i ndependent
departmental adm nistrative review

at |l east 30 days before it intends to levy. The notice would have to include
t he proposed actions that nay be taken (but does not require item zing the
property) and the laws and procedures relating to the rel ease of |levy. The
notice would have to be given by first class mail to the address of record,
unless mail to the sane address was returned undelivered with no forwarding
address, in which case notice would not be required. No |levies my be nade
during the 30-day period. |If the tax debtor were to request a departnenta

i ndependent adm nistrative review, collection action nmust be suspended during
the review period plus 15 days. The provisions would not apply to jeopardy
assessnents, but FTB would be required to give these tax debtors an opportunity
for hearing within a reasonable tine.

| ssues subject to review for liens and | evies would include spousal defenses or
collection alternatives. |In conducting the review, consideration would be given
as to whether the collection action balances the need for collection of the debt
with the legitimte concern that any collection action be no nore intrusive than
necessary. The independent departmental admnistrative review wuld not be
subject to the formal Administrative Procedures Act (APA) requirenents.

EFFECTI VE DATE

This provision woul d be operative for collection actions initiated nore than 180
days after the effective date of the bill.

SPECI FI C FI NDI NGS

Under the IRS Reform Act, the IRSis required to notify tax debtors by notice
given in person, left at their dwelling or business or by nmail when a notice of
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lien has been filed or it intends to levy. 1In the case of a notice by mail, the
notice nust be registered or certified mail, return receipt requested. The

notice of the filed lien nust be mailed within five business days after the
filing of the lien and the notice of intent to |levy at |east 30 days before
making a levy. The notice of intent to | evy nust include the proposed action(s),
but does not require item zing the property. The notification nust include
informati on regarding the redenption of property and releasing of liens. During
the period followi ng notification, tax debtors nay request a hearing before an
appeal s officer with no prior involvenent in the case. |ssues may include
spousal defenses and collection alternatives, and the tax debtor may chal |l enge
the underlying tax liability if the tax debtor did not receive statutory notice
of deficiency or did not have an opportunity to dispute the tax liability. Tax
debtors may seek judicial review of the hearing officer’s findings. |If a hearing
or appeal is tinely requested, |evy action nust be suspended until 90 days
following a final determnation, unless the court otherwi se allows |evy. These
provi sions do not apply to state tax offset procedures and jeopardy or

term nation assessnents, but these tax debtors shall be given an opportunity for
hearing within reasonable tine.

Under current state law, if FTB determnes there is a tax deficiency, it mails a
notice of proposed assessnent (NPA), and the taxpayer has 60 days to protest the
assessnment or it beconmes final. Once the assessnment is final, the taxpayer is
mai l ed a statenent of tax due. |If the taxpayer disagrees with the amount of the
final assessment, the assessnent must be paid and a claimfor refund fil ed,
unless it is obvious that the assessnment is in error in which case the assessnent
may be abated wi thout paynent. Under FTB' s current practice, if the account
remai ns unpaid, the tax debtor generally receives several collection notices.

The notices are mailed first class to the address of record, unless mail to the
same address was previously returned. FTB is required to nmail notice of intent
tofile alien at | east 30 days before the lien is filed (RTC §821019). According
to the Gvil Code (Section 82885), a notice of state tax lien nust be mailed to
the tax debtor unless mail to that address was previously returned undeliverable
wi th no forwarding address.

During 1996, FTB filed through its automated system approximately 300,000 |iens
on tax debts in excess of $250. However, recently FTB has increased from $250 to
$1, 000 the anmpbunt of tax debt that would be subjected to a lien filed through its
aut omated system This increase in the tax amount is expected to decrease the
filing of liens by approximtely 35%

Under FTB' s current practice, a statenment of tax due (STD) is mailed as a first
notice with respect to all debts. The STDis drafted in a taxpayer-friendly,

non-t hreatening manner. |If the debt remains unpaid, FTB generally will mail a
notice stating that unless paynent is nmade collection action nmay be taken
(it nvoluntary collection billing cycle) and provides a general statenment as to the

type of collection actions that FTB may take. However, when a debt posts to an
account on which there is an existing debt that has entered the involuntary
collection billing cycle, an STDis the only notice nmailed on the new debt. The
debts are then consolidated and the involuntary collection billing cycle

conti nues, which may include |evies.

After a levy attaches to bank accounts or other cash equival ent property, or an
enpl oyer receives a wage levy, the tax debtor is given at |east 10 days to
resolve the matter before the anobunts levied are remtted to FTB. 1In the event
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property is to be sold, the debtor is provided a special hearing in accordance
with case |law at | east 20 days before property may be sold and the funds remtted
to FTB. While tax debtors have no formal process for appealing collection
actions, they may contact the Taxpayers’ Rights Advocate if staff cannot resol ve
the collection issue. During this period of conflict, collection is stayed only
at the discretion of staff.

Under California law, only real property sold under foreclosure pursuant to a
nortgage or deed of trust is subject to redenption by the debtor (Code of G vi
Procedure [CCP] 729.010 et seq.). Sales of property to satisfy any other debt,
i ncluding tax debts, are not subject to redenption

Under this provision, FTB would adopt provisions simlar to the federal

provi si ons except:
For notification that alien is filed or intent to | evy, notice would be made
only by first class mail and would include information about rel ease of |evy,
but this provision would not require FTB to provide information on its notices
regardi ng redenption of property or releasing liens. Notice wuld not be
required only if mail to the sane address was returned undeliverable with no
f orwar di ng address.
For notice before a levy, notice would not be required if the debt to which the
levy is nade were consolidated with a debt for which collection actions may be
conmenced.
The tax debtor’s issues with respect to the filing of the lien or intent to
| evy woul d be subject to an i ndependent departnental administrative review
i nstead of an appeals officer. The review would not be subject to California's
formal APA requirenents.
The issues subject to review for either the filing of the lien or intent to
| evy coul d not include challenging the underlying tax, and the findings of the
review woul d be final and not subject to appeal.
The suspension fromlevying would be for 15 days foll owing the review
determ nation instead of 90 days as allowed by the IRS.

Pol i cy Consi derati ons

Current procedures for mailing FTB lien notices are governed by general

Civil Code sections that apply to all state agencies. Requiring first class
mail for lien notification to conformto the federal provision wuld place
FTB out of conformity with all other state agencies and have a maj or inpact
on departnental costs.

| npl emrent ati on

This provision could be inplemented without significant procedural, workload
or systemchanges. It is anticipated that the first notice FTB i ssues on
tax debts would not be affected by this provision. The notice prior to |evy
woul d be acconplished by one or nore of the notices that FTB anti ci pates
woul d be issued via FTB's new collection systemcurrently under design. The
Taxpayers’ Rights Advocate woul d have to establish an i ndependent
departnental administrative review process, in the event a request for
review may be nade.

However, if FTB were required to send a notice before levy on debts prior to
consolidation with existing debts, FTB would either have to change its: (1)
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current first notice issued to taxpayers (statenent of tax due) to include
the pre-levy statenent, which would make for a nore threatening, |ess
taxpayer-friendly notice that could reduce conpliance, or (2) billing
structure to allow for a pre-levy notice prior to consolidation of debts and
continuation of the involuntary collection billing cycle, which would create
progranm ng difficulties and potentially increase departnent costs. In
addition, if a debt has entered the involuntary collection billing cycle at
the time a new debt posts, it is doubtful that sending an additional notice
on the new debt would result in conpliance or otherw se benefit the tax
debtor in a manner that would warrant either a change in the STD or billing
structure.

FI SCAL | MPACT

Depart nental Costs

Thi s provision should not significantly increase departnental costs.

However, to the extent requests for adm nistrative review are nmade under
this provision that otherw se woul d not have been resolved by FTB staff
under an existing workload, there would be costs for that additional
workload. 1In addition, to the extent strategies or the design of the
Accounts Receivable Collection System which is scheduled for inplenmentation
during March of 2000, nust be refornul ated, costs budgeted for this system
coul d be exceeded. There could be a m nor additional workload for the Legal
Branch due to this provision.

Tax Revenue Esti mate

Coll ection losses fromthis provision would result in negligible revenue
| osses if any (less than $250,000 annually based on federal projections).

16. Financial Status Audits

SUMVARY

This provision (819504) would prohibit FTB, when exam ning a return, from using
financial status or economc reality exam nation techniques to determ ne

unreported i ncome unl ess FTB has reasonabl e indication of unreported incone.

EFFECTI VE DATE

This provision would apply to exam nations beginning on or after the effective
date of the bill.

SPECI FI C FI NDI NGS

Prior to the IRS Reform Act, whenever an |IRS agent encountered a | ow stated gross
incone on a personal tax return for a taxpayer obviously living well, the agent
could ask assorted “financial status questions” to determne if there was any
unreported income. VWhile a traditional IRS audit principally focuses on books,
records and other audit evidence directly related to the tax return and its
preparation, financial status auditing (formerly known as econonmic reality audit)
focused on unreported incone at the very beginning of the audit. These financial
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status questions focused on the taxpayer’'s lifestyle, standard of living, and
other elenments unrelated to the specific preparation of the tax return

Under the IRS Reform Act, the IRS is prohibited fromusing financial status or
econom c reality exam nation techniques to determ ne the existence of unreported
i ncone of any taxpayer unless the IRS already has a reasonabl e indication that
there is a likelihood of such unreported incone.

Current FTB audit practice does not include financial status or econonmic reality
exam nation techni ques unless there is a reasonabl e indication of unreported

i ncone. However, these techniques may be used in crimnal investigation cases
where there is a reasonabl e indication of unreported incone.

Currently, the FTB Filing Enforcenment Program estinmates incone based upon third-
party information to eval uate whether a taxpayer has an unsatisfied filing
requirenent. |If the taxpayer does not respond, an assessnent is nade based upon
the information available. |[If, at any point, the taxpayer files a return
provides information that he or she has no filing requirenment or provides proof
that they already filed, the filing enforcenent activity is stopped.

This provision wiuld codify current practice by prohibiting FTB, when exanmi ning a
return, fromusing financial status or economc reality exam nation techniques to
determ ne unreported i ncome. However, these techniques nmay be used if FTB has
reasonabl e i ndication of unreported incone.

Pol i cy Consi derati ons

The federal |aw does not specify whether these techniques are prohibited
only when a taxpayer files a return. However, the commttee reports and
expl anati ons of the federal provision discuss only the exam nation of a
return filed by the taxpayer. The departnent’s Filing Enforcenment Program
uses nmethods simlar to financial status and economic reality test when
determ ni ng whether a taxpayer has a filing requirenment. This provision
woul d specify that the prohibition applies when examining a tax return filed
by the taxpayer.

| npl ement ati on

This provision would codify current practice.

FI SCAL | MPACT

Depart nental Costs

This provision woul d not inpact the departnent’s costs.

Tax Revenue Esti mate

This provision would not inpact state tax revenues.
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17. Software Trade Secrets
SUMVARY

This provision (819504.5) would prohibit FTB fromissuing a subpoena in a civi
action for any portion of conputer source code unless certain requirenents are
satisfied. Computer source software or source code information would be included
in disclosure protections.

Thi s provision (819542.3) also would make it either a m sdeneanor or a felony,
puni shabl e by up to $5,000 fine or inprisonnent of not nore than five years, or
both, to willfully divulge or make known software obtained by subpoena to any
per son.

EFFECTI VE DATE

This provision woul d be operative for subpoenas issued and software acquired
after the effective date of the bill. The disclosure rules would apply 90 days
after the effective date of the bill to software and source code acquired on or
before the effective date of the bill.

SPECI FI C FI NDI NGS

Under current federal law, the IRS is authorized to exanm ne books, papers,
records or other data that nay be relevant to an inquiry into the correctness of
a federal tax return. In addition, the IRS may i ssue and serve a sunmpns on
certain third-party recordkeepers.

The IRS has been criticized for abusing its summons power in recent audits by
obtai ning the software source code of progranms used to produce an audited tax
return. According to the critics, the intellectual property rights of devel opers
and owners should be respected. They claimthat the exam nation of conputer
source code could |lead to the inadvertent disclosure of trade secrets.

The I RS Reform Act generally prohibits the IRS fromissuing a sunmons or
enforcing a sunmmons to produce or analyze any tax-related conputer software and
source code that is obtained by the IRS in the course of the exam nation of a
taxpayer’s return. However, a summons nmay be issued for tax-related conputer
source code if:

1. the IRS cannot otherw se reasonably ascertain the accuracy of any itemon a
return fromthe taxpayer’s records, or conputer software program and rel ated
dat a whi ch, when executed, produce the output to prepare the return

2. the IRS identifies with reasonable specificity the portion, item or
component of the source code needed to verify the correctness of a return
item

3. the IRS determ nes that the need for the source code outweighs the risk of
an unaut hori zed di scl osure of trade secrets.

The IRS will be treated as satisfying the first two conditions if it (1)
concludes it is not feasible to determ ne the correctness of a return item

wi t hout access to the conmputer software executable code and associ ated data; and
(2) formally asks both the taxpayer and the software owner for the code and the
code is not provided within 180 days.
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The limtation on the sunmons of tax-related conputer software source code wl|
not apply:
1. if the sunmons is issued in connection with an inquiry into any offense
connected with the adm nistration or enforcenent of the |IRC
2. to a summons of any tax-related conputer software source code that was
acqui red or devel oped by the taxpayer or a related person primarily for
i nternal use, rather than for commercial distribution, by the taxpayer or
rel ated person;
3. to comuni cati ons between the owner of the tax-rel ated conputer software
source code and the taxpayer or rel ated persons; or
4. to any tax-related conmputer software source code that is required to be
provi ded or nade avail abl e under any other provision of the |IRC

Any person sunmoned may contest the action in any proceeding to enforce the
sumons.  The court nust, at the request of any party, hold an evidentiary
hearing to determ ne whether the sumons requirenents have been nmet. Moreover,
any court enforcing a sunmons nmay issue any order necessary to prevent disclosure
of confidential information.

In addition to authorizing district courts to issue protective orders, other
specific safeguards are in place to ensure protection against inproper disclosure
by the IRS of trade secrets and other confidential information. These safeguards
i nclude the follow ng.

1. Conputer software or source code rmay be exami ned only in connection with the
exam nation of a taxpayer’s return with which it was received.

2. The IRS nust provide the taxpayer and the software owner with a witten |ist
of the nanes of all persons who will analyze or otherw se have access to the
sof t war e.

3. The software nmust be maintained in a secure area.

4. The conputer source code may not be rempoved fromthe owner’s place of
busi ness without the owner’s consent, unless a court orders renpval

5. The software many not be deconpil ed or disassenbl ed.

6. The software or source code may be copied only as necessary to performthe
specific exam nation and the I RS nust nunber all copies and provide witten
certification that no other copies have or will be nmade. At the concl usion
of the exam nation and rel ated court proceedi ngs, the copies nust be
accounted for and returned to the owner and pernmanently del eted from any
hard drives.

7. I'f an individual who is not an officer or enployee of the United States
exam nes the software, the individual nmust enter into a witten agreenent
with the IRS that the individual (a) will not disclose the software to
anyone other than IRS authorized agents and enpl oyees and (b) will not
participate, for two years, in the devel opnent of software that is intended
for a simlar purpose.

8. Conputer software or source code that is obtained by the IRS in the course
of the exam nation of a taxpayer’s return will be treated as return
information for disclosure purposes.

Any person who willfully divul ges or makes known to anot her person software that
was obtained for the purpose of examning a taxpayer’s return will be puni shed,
upon conviction, either by inprisonnent not to exceed five years or by a fine not
to exceed $5,000, or by both.
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The I RS Reform Act provides definitions for “software,” “tax-related conputer
software source code,” “conputer software executable code,” and “rel ated person.”

Under current state law, FTB is authorized to exam ne books, papers, records or
other data that nmay be relevant to an inquiry into the correctness of a state tax
return. 1In addition, the FTB may issue subpoenas on certain third-party record
keepers.

Thi s provision would conformto the provisions of the IRS ReformAct relating to
software trade secrets. Cenerally, FTB would be prohibited fromissuing a
subpoena in a civil action for any portion of any third-party tax-rel ated
comput er source code unless specified requirenents are satisfied. Specific
protections would be provided for disclosure and i nproper use of trade secrets
and other confidential information related to conputer prograns and source code
in the possession of the FTB as a result of an exam nation of any taxpayer.
Comput er source software or source code information would be included in the

di scl osure protections. The federal |aw would be nodified to specify that this
provi sion woul d not apply to software acquired or devel oped for internal use by
FTB.

This provision also would nake it either a m sdenmeanor or a felony, at the
court’s discretion, to willfully divul ge or make known software obtained by
subpoena to any person. |If convicted, the offense is punishable by up to $5, 000
fine or inprisonnment in the county jail not to exceed one year, or in state
prison not to exceed five years, or both.

Pol i cy Consi derati ons

The I RS Ref orm Act added an owner or devel oper of a conputer software
source code to the definition of third-party record keepers for purposes
of summonses. California |aw does not contain a definition of third-
party record keepers; it provides rules for any party subpoenaed.

The IRS Reform Act made it a felony to willfully disclose software. This
provi sion woul d make it a m sdeneanor or a felony at the discretion of
the court inlight of California s “Three-Strikes” law. This

nmodi fication fromthe federal provision is consistent with other recently
enacted “wobbl er” penalties.

| npl emrent ati on

I npl ement ati on of this provision would occur during the departnment’s nor nal
annual system updat e.

FI SCAL | MPACT

Depart nental Costs

This provision would not significantly inpact the departnment’s costs.

Tax Revenue Esti mate

This provision would not inpact state tax revenues.
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18. Taxpayer Mdtion to Quash

SUMVARY

Under this provision (819064), in the absence of resolution of any subpoenaed
person’s (rather than only a third-party record keeper’s) response to a subpoena
(nmotion to quash), the statute of limtations (SOL) for maki ng assessnments woul d
be suspended for the person whose liability is related to the subpoena.

EFFECTI VE DATE

This provision woul d be operative for subpoenas served after the effective date
of the bill.

SPECI FI C FI NDI NGS

Before the RS Reform Act, under federal lawif IRS summons a third-party record
keeper, the taxpayer could file a notion to quash, and the SOL for assessnment and
col l ection was suspended for the person whose liability is related to the
sunmons.

Under the I'RS Reform Act, the suspension of the SOL for assessnment and coll ection
applies to any person summoned not only third-party record keepers. This
provision is operative for sunmons served after enactnent.

State |l aw generally conforns to the above federal provision. FTB may issue
subpoenas to any person (third parties, including record keepers) to obtain
taxpayer information. |If the FTB serves a subpoena on a third-party
recordkeeper, as defined by federal |aw as of January 1, 1993, and resolution to
a response to a subpoena (notion to quash) is not forthcom ng, certain SCLs
relating to nmaki ng assessnents are suspended for a specified tine, with respect
to the person whose liability is related to the subpoena.

Under this provision, California would conformto the IRS Reform Act provi sions.
If FTB subpoenas any person (not only third-party record keepers) and resol ution
is not forthcom ng, certain SO.s relating to assessnent woul d be suspended, wth
respect to the person whose liability is related to the subpoena.

| npl ement ati on

This provision could be inplemented without significant problens for the
depart ment .

FI SCAL | MPACT

Depart nental Costs

This provision would not affect the departnment’s costs or state tax revenue.
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Tax Revenue Esti mate

Based on the negligible revenue | oss projected for the federal provision
relating to notion to quash, revenue |losses fromconformng to the federa
provi sion woul d be negligible, if any.

19. Noti ce of Contact of Third Parties
SUMVARY

This provision (819504.7) would require FTB to issue a notice to taxpayers before
contacting third parties with respect to determ nations or collection of tax
liability. The notice would apply to contacts made during the 12 nont hs
followng the notice. |If contacts are to be nade after that 12-nonth peri od,

anot her notice nust be issued prior to the |later contacts. Record of contacts
woul d be provided upon taxpayer request nmade within 60 days follow ng the 12-
month period. Notification does not apply to contacts authorized by the

t axpayer, where notice would jeopardize collection of tax, result in reprisal, or
for crimnal investigations.

EFFECTI VE DATE

This provision woul d be operative for contacts nade 180 days after the effective
date of the bill.

SPECI FI C FI NDI NGS

Under the IRS Reform Act, IRSis required to notify a taxpayer before contacting
third parties with respect to the determ nation or collection of the taxpayer’s
tax liability. |IRS nust periodically provide taxpayers a record of persons
contacted and al so provide the record upon request by the taxpayer. Notification
does not apply to contact authorized by the taxpayer, where notice would
jeopardi ze collection of tax, result in reprisal or for crimnal investigations.

Currently, during an audit, FTB issues notice to taxpayers prior to contacting
third parties, unless notice would raise confidentiality issues or the audit is
part of a crimnal investigation. In FTB s filing enforcenent process (where a
tax return has not been filed for that year, and FTB deterni nes whether there is
a requirenment for a person to file a tax return for a particular year and what
tax anount FTB woul d propose to be assessed for that year), FTB typically uses
informati on provided via information returns or other information sources.
However, when FTB is determ ning whether to open an audit or on occasion during
the filing enforcenent process, FTB contacts third parties to obtain or clarify
information, in which case notice prior to the contact currently is not given to
the tax debtor. In addition, in making a determ nation whether an individual is a
resident subject to California tax and as to what tax anount FTB woul d propose to
be assessed (residency audits), FTB may contact governnental agencies and

busi nesses in and out of state w thout giving the taxpayer prior notice. Also,
in the process of collecting tax debts, FTB does not notify tax debtors that
third parties may be contacted.

Once a tax ampbunt is final, whether assessed by FTB or self-assessed, and unpaid,
a statenent of tax due (STD) is mailed as a first notice. |If the debt continues
to remain unpaid, FTB generally will mail a notice that unless paynent is nmade



Senate Bill 94 (Chesbr o)
Anended May 12, 1999

Page 29

coll ection action may be taken (involuntary collection billing cycle) and

provi des a general statenment as to the type of collection actions that FTB may
take. Notice will not be mailed, if prior notice nmailed to the address of record

is returned undeliverable with no forwardi ng address. Wen a debt posts to an
account on which there is an existing debt that has entered the involuntary

collection billing cycle, an STDis the only notice nmailed on the new debt. The
debts are then consolidated and the involuntary collection billing cycle
conti nues, which may include levies. 1In no event, does FTB disclose the identity

of third parties to taxpayers or send taxpayers a record of persons contacted.

Under this provision, FTB would conformto the I RS Reform Act provision by
requiring FTB to issue notice to taxpayers before contacting third parties with
respect to determnations or collection of tax liability, which could include
filing enforcement. Notification would not be required when contact is
aut hori zed by the taxpayer, or where notice would jeopardize collection of tax,
where notice may result in reprisal, or for crimnal investigations. However,
detail as to the notification and disclosure requirenents would differ:
Notice would not be required if the debt for which the notice would
ot herwi se be made is consolidated with a debt for which notice has been
gi ven and col l ection actions may have commenced.
Notification would be in effect for contacts made during the 12 nonths
following notice. |If contacts are to be nade after that period, another
noti ce woul d be issued.
Record of persons contacted would not be periodically provided, but instead
woul d be provided only upon taxpayer request nmade within 60 days follow ng
the 12-nonth period; and
FTB's notice prelimnary to the third-party contacts would have to explain
that such requests may be nade.

Pol i cy Consi derati ons

While in sone cases FTB's current filing enforcenment or audit practice does
provide notification that FTB may be questioning third-parties, a person’s
privacy may be unduly invaded in cases where FTB' s current practice does not
require such notification. It nmay be argued that a person has a right and
need to know that FTB is going to make these contacts and that FTB contacts
could be detrinmental to that person’s reputation and/or an enbarrassnent.
Therefore, prior notice of all such contacts is appropriate.

| npl emrent ati on

This anal ysis assunmes that a third party (“person” other than the taxpayer)
woul d not include contacting governmental agencies and this provision would
not apply with respect to contacts that FTB may nake to clarify data
furnished to FTB via information returns or clarify data it receives from
informati on sources (e.g., county records, Department of Consuner Affairs,

I RS or Enpl oynment Devel opnent Departnent).

However, as it would apply, this provision could delay the issuance of
certain filing enforcenent assessnents, the opening of certain audits or
conclusion of residency audits. During these processes, if FTB anticipates
contacting third-parties that are other than governnental agencies, the

t axpayer woul d have to be given notice prior to the contact. For collection
pur poses, FTB' s notice issued before an account enters the involuntary



Senate Bill 94 (Chesbr o)
Anended May 12, 1999

Page 30
collection billing cycle would need to be changed to include the required
notification. Inplenentation presunes that for audits, filing enforcemnent

and accounts referred for manual collection, the third-party-contact
informati on woul d be entered manually onto the account, and the disclosure
of the third-party-contact information would be processed manually. The
desi gn of and/or strategies affecting the Accounts Receivable Collection
System which is schedul ed for inplenentation during March of 2000, would
require change to retain the third-party contact information

FI SCAL | MPACT

Depart nental Costs

Thi s provision should not significantly increase departnental costs.
However, to the extent the third-party-contact information nust be manually
entered onto the tax debtor’s account, there would be additional tine
attributable to doing the work. Additionally, to the extent strategies or
desi gn of the Accounts Receivable Collection System which is schedul ed for
i npl ement ati on during March of 2000, nust be refornul ated, the costs
budgeted for this system coul d be exceeded.

Tax Revenue Esti mate

Thi s provision should not significantly inpact state revenues.
20. Rel ease of Levy on Uncoll ectible Amounts
SUMVARY

This provision (821016) would require FTB to imediately rel ease a wage levy if
the tax is not collectible, because it is no | onger due and payabl e.

EFFECTI VE DATE

This bill would be operative for earnings subject to |levy on or after the

effective date of the bill. Because this provision codifies FTB s current
practice and potentially affects a person’s wages, this provision would be
operative on the effective date of the bill rather than contain a del ayed

operative date as provided under the federal provision

SPECI FI C FI NDI NGS

The IRS Reform Act requires IRS to imedi ately rel ease a wage | evy upon agreenent
with the taxpayer that the tax is not collectible. According to the Conference
Report, this provision was enacted because conpl aints had been received that |IRS
del ays rel easing a wage levy that is uncollectible until one period s wage
paynments are |evied.

Currently, once a tax debt is satisfied (through paynent, abatenent or other
adjustnments), FTB' s automated systemroutinely rel eases any wage | evies. The
Wage Garni shment Law requires pronpt notification and termnation of the | evy
once the debt is satisfied (CCP 8706.027). |If a debt is uncollectible as a
matter of |aw because it is withdrawn or not subject to collection for any
reason, FTB routinely inmediately releases its wage |levies. This does not
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i ncl ude anmounts deened uncol | ectible nerely because the tax debtor and/or the
debtor’s assets cannot be | ocated.

The Government Code (816301.6) provides that a state agency may be di scharged
fromcollecting a debt if it is “uncollectible,” because the tax debtor and/or
the debtor’s assets cannot be |located. Pursuant to this authority, FTB

di scharges accounts fromcollectibility as warranted. Dischargi ng an account
does not relieve the debtor frompaying the tax; the debt remains subject to
collection actions. For instance, if subsequent to discharging the account FTB
receives enployer information on the tax debtor, a levy is issued with respect to
that di scharged debt. When the debt is satisfied, the discharge is reversed, and
any levies are routinely rel eased.

This provision would codify current practice and generally conformto the federa
provision. However, it expressly would not apply to discharged accounts, in
whi ch case, levies on salaries or wages woul d not be released until satisfied.

Pol i cy Consi derati ons

Under federal law, a tax is nost likely uncollectible by the IRS because
the 10-year SOL for collection has expired. California does not have a
collection SOL (conformty to the federal 10-year SOL for collections has
been previously explored and nmay be considered in the future under a
separate proposal) so to this extent conformty may not be appropriate.
However, there are other instances where taxes may be “uncoll ecti bl e”
(e.g., the assessnment is withdrawn or abated) and for which FTB shoul d be
required to continue its current practice of imrediately rel easi ng wage

| evi es.

| npl ement ati on

Thi s provision basically wuld codify current practice as to the manual
col | ection process.

FI SCAL | MPACT

Depart nental Costs

This provision would not significantly inpact the departnent’s costs.

Tax Revenue Esti mate

This provision would not inpact state tax revenue.
21. Approval of Jeopardy/ Term nati on Assessnents
SUMVARY
This provision (819084) would require FTB' s Chi ef Counsel (or delegate) to

personal ly approve (in witing) the issuance of jeopardy assessnents, termnation
assessnments or |evies thereon



Senate Bill 94 (Chesbr o)
Amended May 12, 1999
Page 32

EFFECTI VE DATE

This provision woul d be operative for taxes assessed and | evies nade after the
effective date of the bill.

SPECI FI C FI NDI NGS

The IRS Reform Act requires the IRS Chief Counsel (or delegate) to approve a
j eopardy assessment or termnation assessnment with i medi ate | evy on those
assessnments.

Currently under state law, a levy is issued simultaneously with the jeopardy or
term nation assessment (JAs), since the basis for these assessnents is that
collection is in jeopardy. The issuance of these JAs are approved by section
managers, supervisors or staff serving in a | ead capacity, dependi ng upon the
source of the assessnent information. The assessnents may be issued in field
offices or satellite offices, whereas the Chief Counsel is |located in FTB' s
central office. Typically, JAs result fromillegal activity but may result for
busi ness transfers or sales. On an average, fewer than ten JAs are issued by FTB
annual | y.

This provision would conformto the federal provisions relating to approval of
JAs.

| npl ement ati on

Thi s provision should be inplenented without significant problenms assum ng
t he approval process would be expedited to prevent delays in issuing JAs and
| evi es.

FI SCAL | MPACT

Depart nental Costs

Thi s provision should not inpact the departnent’s costs. Workload increases
woul d be experienced to the extent there is additional tinme spent for the
review required by this provision

Tax Revenue Esti mate

Revenue | osses fromthis provision wuld be negligible, if any, based on the
negligi bl e revenue inpact projected for the federal |aw change and assum ng
t he approval process would be expedited to avoid del aying the issuance of JA
and | evi es.

22. Waiver of Early-Wthdrawal Penalties
SUMVARY
This provision (817085.7) would provide an exception to the 2% early w thdrawal

penalty for qualified retirement plans or Individual Retirenent Accounts (I RAs)
subject to |l evy by FTB.
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EFFECTI VE DATE

This provision would apply to distributions made after Decenber 31, 1999. This
provi sion woul d becone operative at the sane tinme as the federal provision since
i npl erentati on woul d not require program changes.

SPECI FI C FI NDI NGS

Generally under federal law, the IRS is authorized to | evy upon all non-exenpt
property or rights to property belonging to the taxpayer. Qualified retirenent
pl ans and | RAs are not exenpt fromlevy by the IRS. Moreover, distributions from
a qualified plan or IRA are includable in the taxpayer’s gross incone to the
extent that the distribution represents pre-tax contributions or earnings on

i nvestnents regardl ess of whether the plan or IRAis subject to levy. Further,
the anount of the distribution included in the gross incone of a taxpayer is
subject to a 10%early withdrawal penalty unless the distribution is made after
t he taxpayer reaches age 59% or one of several other specifically enunerated
exceptions applies. Prior to the IRS Reform Act, distributions nade on account
of an IRS levy were not listed as an exception to the early w thdrawal penalty;
t hus, such distributions were subject to the penalty unless the distribution net
one of the other exceptions.

The I RS Reform Act provides an exception to the 10%early w thdrawal penalty for
anmounts w t hdrawn from an enpl oyer-sponsored retirenment plan or IRA that are
subject to a levy by the IRS. This provision only applies if the plan is |evied.
It does not apply when the I RS has not |evied upon the taxpayer and the taxpayer
wi thdraws funds to pay taxes in order to avoid a levy, to obtain the release of a
| evy on other interests, or in any other situation not specifically addressed by
the statutory exceptions.

California law is generally the sanme as federal law prior to the I RS Reform Act.
FTB is authorized to | evy upon all non-exenpt property or rights to property

bel onging to the taxpayer, including qualified retirement plans and | RAs.
Distributions froma qualified plan or IRA levied by the FTB are includable in
the taxpayer’s gross inconme to the extent that the distribution represents pre-
tax contributions or earnings on investnments and are subject to a 2% early

wi t hdrawal penalty unl ess one of the specified exceptions applies.

This provision woul d provide an exception to the 240 early w thdrawal penalty for
gqualified retirenent plans and | RAs subject to levy by FTB. This provision only
applies if the plan is |evied.

| npl ement ati on

I npl ement ati on of this provision would occur during the departnment’s nor nal
annual system updat e.

FI SCAL | MPACT

Depart nental Costs

This provision would not significantly inpact the departnment’s costs.
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Tax Revenue Esti mate

Revenue | osses fromthe exception to the 2.5%early w thdrawal penalty woul d
result in negligible revenue | osses, if any.

23. Procedures for Seizure of Property

SUMVARY

Under this provision (819236), before issuing a warrant to seize or sell property
FTB woul d be required to investigate the status of the property subject to |evy

as prescri bed.

EFFECTI VE DATE

This provision would be operative for warrants i ssued on or after the effective
date of this bill.

SPECI FI C FI NDI NGS

The IRS Reform Act basically codified IRS adm nistrative practice. Before IRS
| evies on property to be sold, an investigation of the status nust be made which
wi Il include:

Verification of the taxpayer’s liability;

Compl etion of an analysis to determ ne whether the expenses of the |evy and
sal e woul d exceed the fair market value of the property at tinme of |evy;

Determ ne whether the equity in the property is sufficient to yield net
proceeds fromthe sale to apply to the tax debt; and

A thorough consideration of alternative coll ection nethods.
Under current practice, FTB basically follows the sane val uati on process as above
in determ ning whether to issue a warrant to seize and sell property of a tax
debtor to collect delingquent taxes.

This provision would conformto the federal provision relating to procedures for
seizure of property by codifying FTB s current practice.

| npl emrent ati on

This provision would codify current practice.

FI SCAL | MPACT

Depart nental Costs

Thi s provision woul d not inpact the departnent’s costs.

Tax Revenue Esti mate

Thi s provision would not inpact state revenues.
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24. Procedures for Seizure of Residences or Busi nesses
SUMVARY

Under this provision (819236(b) and (c)), FTB generally would be prohibited from
selling principal residences for liabilities of $5,000 or |ess and woul d be
required to obtain assistant executive officer (or del egate) approval before

| evying on a taxpayer’s tangi bl e personal property or real property (other than
rented real property) used in a trade or business.

EFFECTI VE DATE

This provision would be operative on effective date of the bill.

SPECI FI C FI NDI NGS

The IRS Reform Act:

prohibits IRS fromseizing any real property used as a residence by the

t axpayer or any non-rental real property of the taxpayer used by any other

i ndividual as a residence to satisfy liabilities of $5,000 or |less (including
penalties and interest).

requires approval of district or assistant district director before IRS can
sei ze a taxpayer’s tangi ble personal property or real property (other than
rented real property) used in a trade or business. The Act also requires IRS
to exhaust all other collection options before seizing these properties.

allows a levy on a principal residence as defined by IRConly if a judge or
magi strate of a U S. district court approves the levy (in witing).

FTB's current practice generally prohibits the seizure and sale of principa

resi dences and dwellings in general if the tax debt is $5,000 or less. Under the
CCP, to which FTB nust conply, a sale of any dwelling requires a court order (CCP
8§704.740). Seizures and sal es of nobst property require pre-approval by a

coll ection supervisor. FTB s current practice also dictates that all collection
opti ons be exhausted before real property or business property is seized and

sol d.

This provision would generally conformto the federal provision and basically
codify FTB' s current practice, except the sale of any dwelling, not only the
principal residence of the tax debtor, would continue to require a court order as
provi ded under the CCP. Additionally, the assistant executive officer for
collections is designated as the person, unless he or she del egates to anot her,
responsi bl e for approving warrants for |levying on trade or business property.

| npl ement ati on

This provision would not significantly inpact FTB s prograns or operations
as it basically codifies current practice. However, a m nor workl oad

i ncrease coul d be experienced by the Legal Branch due to questions and
advi ce, discussion and review with respect to the various facts of a
particul ar case.
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FI SCAL | MPACT

Depart nental Costs

Thi s provision would not inpact the departnment’s costs.

Tax Revenue Esti mate

It is anticipated that this provision would not inpact state revenues.
25. Extension of SOL
SUMVARY
This provision (819067) would require FTB to informtaxpayers of their right to
refuse to extend the SOL or the right to limt the extension to a particular

period of tine.

EFFECTI VE DATE

This provision would apply to SOL wai vers requested after Decenber 31, 2000.

SPECI FI C FI NDI NGS

Under federal law, the IRS generally has three years fromthe due date of a
return to assess additional tax. The IRS and a taxpayer nmay agree to an
extension of tinme to assess taxes. To obtain an extension, the parties nust
execute a witten consent before the initial period of assessment expires.

The IRS Reform Act requires the IRS to notify taxpayers of their right to (1)
refuse to extend the SCOL for assessnments or (2) limt the extension to particul ar
issues or to a particular period of time. The notice nust be provided each tine
an extension is requested.

Under current state law, FTB generally has four years fromthe due date of a
return to assess additional tax. FTB and a taxpayer nmay agree to an extension of
time to assess taxes. To obtain an extension, the parties nust execute a witten
consent before the initial period of assessnent expires.

Under current state policy (Audit Branch Policy Statenment 98-2) waivers nodified
by taxpayers are not accepted by the departnment except in limted circunstances.

This policy was enacted because of argunents between taxpayers and the depart nent
regardi ng nodified waivers. Taxpayers were claimng that under contract |aw the
wai vers were invalidated because the nodifications were considered counter-offers
that were not accepted by the departnent.

This provision would require FTB to informtaxpayers of their right to (1) refuse
to extend the SOL for assessments or (2) limt the extension to a particul ar
period of tine. The notice nust be provided each tine an extension is requested.

Pol i cy Consi derati ons

Current federal and state procedures are different regardi ng when waivers to
[imt the extension of the SOL to particular issues are accepted. The
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department generally asks for a waiver during an exami nation (they may even
be requested before the audit has started), while the IRS generally asks for
a wai ver during the appeals process (after the exam nation). Allow ng

wai vers to be limted to particular issues could Iimt the scope of an

exam nation. Thus, this provision wuld not conformto the federal
provision requiring the IRS to notify taxpayers of their right to limt

wai vers to particul ar issues.

| npl ement ati on

I npl ement ati on of this provision would occur during the departnment’s nor nal
annual system updat e.

FI SCAL | MPACT

Depart nental Costs

This bill would not significantly inpact the departnent’s costs.

Tax Revenue Esti mate

This provision would not inpact state revenues.
26. Installnent Agreenents
SUMVARY
Under this provision (819008), upon request fromthe tax debtor, a rejected offer
of an installnment agreement (O A) woul d be subject to an i ndependent depart nent al
review, for which the Taxpayers’ Rights Advocate woul d establish procedures.
During the period the O A is pending approval or being reviewed, no | evy may be
i ssued by FTB.

EFFECTI VE DATE

This provision woul d be operative for proposed installnent agreenents subnitted
after Decenber 31, 2000.

SPECI FI C FI NDI NGS

Under the IRS Reform Act, IRS is:

prohibited fromlevying (1) during any period that an offer of an install nent
agreenent (O A) is pending, (2) during 30 days after rejection of the A, (3)
during appeal of rejection of an O A, or (4) during the period an install nent
agreenent is in effect or 30 days after term nation of installnent agreenent.

required to inplement procedures for admnistrative review of all rejections of
O As prior to notifying the taxpayer of rejection and for taxpayers to appeal
rejections to the IRS Ofice of Appeals.

Under current state law, in the event of a financial hardship, tax debtors may
offer to enter into an installnment agreenment (OA) with the FTB to pay their

t axes over an extended period. During that agreed upon period, collection
actions are held in abeyance. 1In addition, there are informal paynment
arrangenents during the initial billing cycle, before collection actions are
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i mm nent, which allow tax debtors to pay off their tax debt over a several -nonth
period to avoid collection actions.

Under FTB' s current practice:
during the tinme an OA is pending, |levies may be stayed; and
rejections of OAs are not subject to review, even upon request by the tax
debtor. However, under current law, installnment agreenents rendered null and
void or otherwi se term nated are subject upon taxpayer request to independent
review, under procedures established by the Taxpayers’ Ri ghts Advocate.

Under current state law, many adninistrative hearings nmust be conducted by

adm ni strative | aw judges through formal proceedings, requiring strict rules of
evi dence (Admi nistrative Procedures Act [APA]). Expressly excepted fromthe APA
are FTB s protest hearings and hearings regardi ng jeopardy assessnents.
Additionally, FTB s informal hearings relating to collection activities have not
been subject to the APA

This provision would generally conformto the federal provisions relating to
O As. This provisionis not intended to apply to informal paynment arrangenents.
Addi tionally:

The prohibition on |levies expressly would apply to initial OA and rel ated
appeal s only. At the discretion of the FTB, the prohibition could apply to
offers made after the rejection/appeal of the initial OA

All O As would not be routinely reviewed. A review would be conducted only
upon taxpayer request. The Taxpayers’ Ri ghts Advocate woul d establish
procedures for requested i ndependent departnental adm nistrative revi ew of
rejected O As. The review process expressly woul d not be subject to the APA

Pol i cy Consi derati ons

Tax debtors submtting an O A should be entitled to statutory protection
and security against collection actions. Unl ess California confornms to
this federal provision, tax debtors submtting O As nmust rely on FTB
continuing its current practice.

The federal provision is silent as to whether I RS has recourse if tax
debtors continually resubmt O As as a neans for delaying collection
This provision makes it clear that subsequent offers will not stay
col l ection except at the discretion of the FTB.

| npl ement ati on

As to the prohibition on levies, this provision should not significantly
i npact FTB' s prograns or operations as it generally codifies current
practice.

As for the review process, inplenentation does not appear problematic for
the department. The Taxpayers’ Rights Advocate woul d need to establish
procedures for the independent review process.
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FI SCAL | MPACT

Depart nental Costs

This provision's inpact on departmental costs is unknown but not expected to
be significant. It is unknown the nunber of tax debtors who may request
reviewif their OAs are rejected, and the resulting workl oad.

Tax Revenue Esti mate

Revenue inpacts associated with this provision would be negligible, if any.
27. Notice Include Deadlines
SUMVARY
This provision (819034, 819041, 819045) would require FTB to provide the | ast
date a taxpayer may protest or file an appeal on notices of proposed assessnent
(NPAs) or notices of action (NOAs). Protests or appeals filed by the date
specified on the NPA or NOA woul d be considered tinely.

EFFECTI VE DATE

This provision would apply to notices mailed on or after Decenber 31, 1999.

SPECI FI C FI NDI NGS

Under federal |aw, taxpayers seeking a redeterm nation of tax liability before
the Tax Court nust file a Tax Court petition within 90 days after the deficiency
notice is mailed (within 150 days if the person is outside the United States).

If the taxpayer fails to file a petition within that tine period, the Tax Court

| acks jurisdiction to consider the petition.

The IRS Reform Act requires the IRS to include on each deficiency notice the date
it determines to be the last day on which the taxpayer may file a petition with
the Tax Court. A petition filed with the Tax Court by the date indicated on the
deficiency notice is considered tinmely filed; thus, taxpayers may rely on the
date provided by the IRS.

Under state |law, a taxpayer may protest a NPA within 60 days after the mailing of
the notice. |If no protest is filed, the NPAis final after the end of the 60-day
protest period. Wen FTB takes action on a protest, a NOAis nmailed to the
taxpayer. The taxpayer has 30 days after the mailing of the NOA to file an
appeal with the BCE. If no appeal is filed, the NOA beconmes final after the end
of the 30-day appeal period.

This provision would require FTB to provide on the NPA or the NOA as appropriate,
the last date a taxpayer may protest an assessnment or file an appeal. Protests
or appeals filed by the date indicated on the notice would be considered tinely
filed. Failure to include the date would not nmake the notice invalid.
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Pol i cy Consi derati ons

Al t hough the departnent includes an explanation of the tineframes in which
to file a protest or appeal with the NPA or NOA as appropriate, taxpayers
can make errors when determining the last date to file a protest or appeal.
This provision would clearly state the last date to file a protest or appeal
for the taxpayer and the departnent.

| npl ement ati on

I mpl ement ati on of this provision would require taxpayer information (Tl) and
busi ness entity taxpayer (BETS) systens changes to place the appropriate
date on noti ces.

FI SCAL | MPACT

Depart nental Costs

The department’s costs to adm nister this provision are prelimnary.
Departnent staff will continue to reviewthis provision to determ ne the
costs associated with inmplenmentation. A portion of the costs for Tl and
BETS system changes (di scussed on page 3 of this analysis) would be
attributable to this provision.

Tax Revenue Esti mate

Thi s provision would not inpact state revenues.
28. Expl anation of Refund D sal | owance
SUMVARY

This provision (819323) would require FTB to notify the taxpayer of the specific
reasons for disallowing a refund claim

EFFECTI VE DATE

This provision woul d apply to disallowances made after the 180'" day after the
effective date of the bill.

SPECI FI C FI NDI NGS

Under federal |law, a taxpayer is required to file a claimfor refund within three
years after filing the return or within two years after paying the tax, whichever
period expires later. The Examnation Division of the IRS within 30 days nust
review clains for refund after receipt. Aclaimis initially evaluated to see
whet her it shoul d be disall owed because:

it was not tinely filed,
it is based solely on the alleged unconstitutionality of the Revenue Acts,

there is evidence in the case file that the refund was wai ved as
consi deration for a settl enent,
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it covers a tax period in which the tax liability or specific issues were
the subject of a final closing agreenent or in which the tax liability was
conpr om sed, or

it relates to a return closed on the basis of a final court order.

If the claimcan be denied for one of these reasons, the IRS issues a formletter
stating that the claimcannot be considered. |If the claimcannot be denied for
one of these reasons, it is exam ned as soon as possible. If the claimis

deni ed, the reasons for partial or total disallowance nust be stated in the
agent’s report and sent to the taxpayer

The IRS Reform Act requires the IRS to notify the taxpayer of the specific
reasons for the disallowance, or partial disallowance, of refund clains.

Under state law, generally a claimfor refund nust be filed within four years
fromthe due date of the return or one year from paynent of the tax, whichever is
later. If not filed within these periods, the claimis rejected as untinely.

It is FTB's practice to informthe taxpayer of the reason for the disall owance.

This provision would require FTB to notify the taxpayer of the specific reasons
for the disallowance, or partial disallowance, of refund clains.

| npl ement ati on

This provision would codify current practice.

FI SCAL | MPACT

Depart nental Costs

Thi s provision woul d not inpact departnent costs since it codifies current
practice.

Tax Revenue Esti mate

This provision would not inpact state revenues.
29. Wi st | ebl ower Disclosure
SUMVARY
This provision (819546.5) would all ow any person who has or had access to return
or return information to disclose that information to a California | egislative
conmttee if the whistleblower believes the information relates to evidence of

possi bl e m sconduct or taxpayer abuse.

EFFECTI VE DATE

Thi s provision woul d becone operative on the effective date of the bill

SPECI FI C FI NDI NGS

Under federal law, the IRS is required to disclose taxpayer return information to
the Chair of the Senate Finance Conmttee, House Ways and Means Conmittee, or
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Joint Commttee on Taxation upon request fromthe Chair. Information that
directly or indirectly identifies a particular taxpayer may only be furnished to
a commttee sitting in a closed session, unless the taxpayer consents in witing
to making the information available in open conmttee neetings.

Prior federal law did not provide a way for IRS enpl oyees to reveal return
information in the course of reporting msconduct or taxpayer abuse to a
congressional conmttee. Thus, enployees were prevented by the use of taxpayer
confidentiality provisions fromreporting suspected abuses.

The IRS Reform Act allows any person with current or prior authorized access to
taxpayer return information to disclose the information in the course of
reporting I RS enpl oyee m sconduct or taxpayer abuse to the House Ways and Means
Comm ttee, the Senate Finance Commttee, or the Joint Committee on Taxati on.
Disclosure is permissible if the person believes that the return information
bei ng di scl osed may be related to possible m sconduct, mal adm nistration, or

t axpayer abuse. Witten approval fromthe conmttee chair is not required prior
to disclosure.

Current state law allows for the disclosure of taxpayer information to a

| egislative conmttee upon the request of the conmttee. Disclosure rules then
apply to the conrmittee or any nenber or other enployee. It is unclear whether
current law would allow a “whistleblower” to provide information to a |egislative
conmittee.

This provision would all ow enpl oyees or forner enpl oyees to disclose information
to California legislative conmttees if the whistleblower believes the
information relates to evidence of possible board m sconduct, mal adm nistration
or taxpayer abuse.

| npl ement ati on

I npl ement ati on of this provision would occur during the departnment’s nor nal
annual system updat e.

FI SCAL | MPACT

Depart nental Costs

Thi s provision woul d not inpact the departnent’s costs.

Tax Revenue Esti mate

Thi s provision would not inpact state revenues.
30. ldentification of Return Preparer
SUVMVARY
This provision (818624) would allow tax preparers to use on the state return any

identifying nunber the IRS prescribes as the identifying nunber of the return
pr epar er.
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EFFECTI VE DATE

This provision woul d be operative on the effective date of the bill.

SPECI FI C FI NDI NGS

Under federal |law, tax return preparers nust provide an identifying nunber on tax
returns or clainms of refund that they prepare. As with any person required to
make a return, statenent or other document, the identifying nunmber of the return
preparer is his or her social security nunber.

The I RS Reform Act authorizes the IRS to approve alternatives to social security
nunbers for use as identifying nunbers by tax return preparers.

Current state law conforns to federal |law requiring social security nunbers as
identification of individuals who prepare tax returns.

This provision would allow return preparers to use any identifying nunber the I RS
prescribes as the identifying nunber of the incone tax return preparer.

| npl ement ati on

I npl ement ati on of this provision would occur during the departnment’s nor nal
annual system update.

FI SCAL | MPACT

Depart nental Costs

This provision would not significantly inpact the departnment’s costs.

Tax Revenue Esti mate

Thi s provision would not inpact state revenues.



